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Mr. Chairman and M ember s of the Committee,

My nameis Dr. Mark Cooper. | am Director of Research at the Consumer Federation
of America(CFA).* | aso appear today on behalf of Consumers Union.? We have been deeply
engaged in the debate over electricity restructuring and deregulation for amost two decades. |
have submitted to you alist of appearances | have made before Congress and Federal
Agencies, aswell as state regulatory commissions, on thisissue. | have also submitted the
studies and analyses of the faltering efforts to deregulate el ectricity, which we have conducted
since 1997, soon after the first radical restructuring laws were passed in a couple of states.
Every six months for the last twenty years we have been cautioning policymakers not to
experiment with electricity or treat it like any other commodity.

| greatly appreciate the opportunity to appear before you today to present the
residential ratepayer view of the federal role in the ongoing troubles of deregulated electricity
markets. It isabout time that the voice of the little guy and gal, the people who pay the bill, is
heard on this matter.

| a'so commend the Committee for focusing on the central purpose of the electricity
network —to provide reliable power for a 21% century information economy — and for casting a
broad net in itsinquiry. Thusthis hearing inquireinto the purpose of “Ensuring the Reliability
of the Nation’s Electricity System.” To conduct such an inquiry, as the Committee notes, one
must “ assess the status of the electricity system within the current regulatory environment,
challenges to investment in transmission infrastructure and capacity, and how these issues
must be addressed as part of a comprehensive energy policy.”

In my remarks today, | will take just such abroad view, particularly in light of the fact
that two-thirds of the states have figured out that deregulation isaroad to ruin. They have had
the good sense not to go down the road of electricity restructuring and deregulation or have
decided to change course after being badly burned by deregulation and restructuring. Itistime
for federal authorities to change course too, or at least to pause for a substantial period while
they rebuild the physical and institutional infrastructure of the electricity gird.

THE UNIQUE NATURE OF ELECTRICITY

Public Goods and Public Values: Thereliability of the nation’s electricity grid cannot be
thrown to market forces. Reliability isapublic good. The transmission system isacommons.
The benefit of reliability is shared. Once you are hooked to the grid, it is hard to exclude
anyone from enjoying the benefits of reliability. The benefit | get from reliability does not
diminish the benefit my neighbor gets and all those who are hooked to the grid benefit
together. Keeping the lights on has huge positive externalities and building these projects has
large negative externalities. Aslong as policymakerstry to commodify thisinfrastructure,
they will restrict the supply of reliability and deny the public its full benefits.



For twenty years | have been delivering this message to policymakers,® backed up with
detailed analysis of the travails of deregulation.* Last year, the Cato Institute saw the light and
flip-flopped on the issue.

In regulated markets, it is usually quite easy for economists to demonstrate that
consumers do not benefit from regulation, but unlike many other markets, electricity
markets have characteristics that are difficult to manage through property rights and
contracts. Accordingly, regulation has at least the possibility of aplausible rationale.®

Public values deeply affect el ectric and telecommunications utilities, which are
guintessential infrastructure industries. The public valuesinvolve the public good nature of
infrastructure, the proper use of public resources, public participation and cooperation, as well
as public responsibility and accountability of those providing the service. Thisindustry is
“affected by the public interest” and requires a proper balance between public obligations and
privateincentives. | believe that the genius of the American system in the 20" century was to
find away to impose socia obligations without undermining the profit motive.

Capital-intensive assets in these industries are long-lived, sunk, and inflexible parts of
an integrated network. Their valueisto the network as awhole and not easily allocated. L ong-
term, public commitments are needed to support these infrastructure projects. Economics of
scale and scope result in very small numbers of facilities and little head-to-head competition.
The unique characteristics of electricity mean market forces will never be adequate to keep
supply and demand in balance.

Demand: Electricity isanecessity that has no substitute on the demand side in the short-term.
Electricity islike oxygen to the Twenty-First-Century economy and way of life. Denial of
access to this service resultsin deprivation; access based only on price and the ability to pay
results in discrimination.

Demand is highly sensitive to weather, which can create severe peaks in demand.
Demand is not only driven by weather, it is also geographically focused. Typically, many
consumers can be affected by the same factors that increase demand at the sametime. This
makes the demand on local and regional networks and commodity markets subject to extreme
peaks and valleys.

Moreover, for the vast majority of consumers and over the relevant range of economic
values, reliability isan externality. Thisis anetwork industry in which the fate of each
depends upon the actions of all. Individuals cannot create their own reliability or capture its
full value in private transactions.® Economic and institutional barriers make it difficult for
small consumersto freely self-supply or to bargain effectively for supplies. Allocation of costs
and benefitsin this shared network is a difficult and ultimately arbitrary task.

In sum, the price elasticity of market demand is very low in the short-term and low in
the long-term. The demand side cannot be counted on to discipline abusive pricing behavior.



Inflexibility of demand and its sensitivity to weather renders the market volatile and
vulnerable to abuse.’

One of the key factors that drive prices up is the need of utilities to ensure the physical
availability of supply. Imposing an obligation on utilitiesto serve creates an uneven bargaining
context. Entities with the obligation to serve are at a disadvantage to those who simply
produce or transport electricity. Consumers have generally supported this fundamental
principle of utility service because electricity serviceisjust too important to be unreliable.

The low elasticity of demand is now recognized as the most critical factor in rendering
the market volatile and vulnerable to abuse. When demand isinelastic, consumers are
vulnerable to price increases, because they cannot cut back or find substitutes for their use of
the commodity. When the most important market force in disciplining market power, demand
elasticity, isaslow as observed for electricity, there are many opportunitiesto exercise market
power.

Supply: Electrons are among the most demanding, ornery little beingsin nature. They go
where they want and if they arrive under the wrong circumstances, they can do serious harm.
The physical system demands perfect balance on areal-time basis. Because of the basic
physics of electricity, the production, transportation and distribution networks are extremely
demanding, real-time systems. Electricity cannot be stored economically. The system requires
perfect integrity and real-time balancing much more than other services and commodity
systems do. The infrastructure to produce, transport, and deliver electricity is extremely
capital-intensive and inflexible. 8 It takes along time to build and bring power plants and
transmission lines into service, and they last along time. Thus, the ability to expand supply in
the short and medium term is severely limited.® Thisisthe critical factor that creates volatility
and vulnerability to the abuse of market power on the supply side.’

Empirical studies show that strong economies are achieved by coordinating electricity
supply and demand. Before restructuring, the electricity industry was a reasonably well-run,
complex, integrated network that was under some stress.™! Creation of markets for electricity
services leads to a huge growth in the number of transactions conducted every day and creates
heavy administrative requirements. An entity that once maintained real-time balance as an
insulated operation that could oversee its own supply, demand, and delivery, must now
contract to achieve real-time balance simultaneoudly in five, six, or seven different markets
over broad geographic areas.*? This has proven a daunting task™® that consumes substantial
resources.’

Accidents have a special role in market networks such as these. Because of the
demanding physical nature of the network, accidents are prone to happen. Because of the
volatile nature of the commaodity, accidents tend to be severe. Because of the integrated nature
of the network and demanding real-time performance, accidents are highly disruptive and
difficult to fix. To keep thingsin balance, the system needs either plentiful reserves close at
hand, ample amounts of transmission capacity readily available to move abundant supplies



from far away, or agreat deal of load that can be quickly shed. Most electricity markets do not
have those luxuries today,*® or any chance of acquiring them any time soon.

The interstate highway system for the movement of electronsisinadequate and was
not designed to handle market transactions.  Transmission capacity is constrained and
extremely difficult to expand for environmental and social, not economic, reasons.’” Getting
approval to site new transmission linesis extremely difficult because of the negative impact
on public spaces and concerns about public health. Similar constraints on the availability of
distribution exist.’® Wires are difficult to repair or replace in response to outages.” This places
apremium on flexibility of supply and reserve margins, but neither of these iswell-
accommodated in the industry.?

In sum, the elasticity of supply islow. Short-term supply responses are constrained by
the difficulty of storing electricity. Provision for reserve marginsis uncertain in acompetitive
market because the provision of reservesis unattractive to businessinterests, unless peak
prices are extremely high. Consequently, electricity markets free of reserve planning and
coordination may be chronically tight or subject to extreme price instability.

Weak Market ForcesMakefor Bad Markets: The most important market forces are
demand and supply €elasticities—the ability of consumers to cut back or shift their demand for
something and the ability of producers to increase their outputs in response to price increases.
If these elasticities are too small, market forces are weak and the exercise of market power
becomes more likely. Firms raise pricesto increase their profits because they do not lose many
salesto competitors, or because consumers lack alternatives. Thisisthe redlity of the
electricity industry. As aresult, deregulation or restructuring turns supply into a strategic
variable?

Theinelasticity of supply givesriseto asecond deviation from atypical competitive
market, excessive scarcity rents. An economic rent is “a payment to afactor in excess of what
isnecessary to keep it at its present occupation.” > More importantly, “in perfect competition,
no rents are made by any factor, because changes in supply bid prices of inputs and labor
down to the level just necessary to keep them employed.” %

In economic theory, these sources of overcharges could be competed away if supply
and demand elasticities are high and el ectricity markets worked well. In reality, because of the
economic characteristics and social impacts of the electricity industry, supply and demand do
not respond. The results are elevated prices and a transfer of wealth from consumersto
producers that achieveslittle or no real costs savings or efficiency gains. Excessive scarcity
rents accrue where changes in supply are slow or nonexistent,? exactly the circumstances that
apply to electricity markets. The supply curveis so steep (supply is so inelastic) that the
scarcity rents make up the vast majority of the market price, as demand moves toward the
peak. Supply cannot respond to price signals, thus the owners of existing facilities just collect
windfall profits.



Merchant Generatorsand Transmission Raising the Cost of Capital: The merchant
generators and transmission owners claim that they must be compensated for the risk of
development in an uncertain market, but that comes at the price of amuch higher capital costs.
Under market conditions there is no long-term security of demand, thus merchant generators
demand higher rates of return and seek to recover their capital as quickly as possible. The
result isto raise capital costsin the near term. A regulated utility approach to supplying
electricity lowersthe cost of capital. It lengthens the time horizon for investment, to match the
lives of the assets. It brokers the relationship between the supply and demand sides to lower
risk.

The implications of the increase in the cost of capital are striking. In analyzing “ cost-
plus’ regulation for peaking facilities, the DOE (U.S. Department of Energy) focused its
attention on afinancial scenario in which merchant generators insisted on a 16 percent return
on investment and athree-year cost recovery period (even though the facilities last twenty or
thirty years).® In that analysis, aten-year recovery resultsin arevenue requirement that is
about half aslarge. The discussion shows clearly that very short cost recovery periods are
driving industry behavior in critical areas, like bidding strategies and investment decisions.?®

Regulated cost of capital resultsin lower costs for electricity.?” Although the DOE
analysis does not state enough of its assumption to consider the cost structure of a“utility”
building peak plant, afinancial analysis prepared by the California Energy Commission
does.?® Merchant finance raises the cost of capital by between 25 and 50 percent in these
analyses. Merchant finance raises the costs of capital by aimost 25 percent in the California
Energy Commission view, because of ahigher cost of equity. Shortening the cost recovery
period, as the DOE does, drives capital costs up by another 20 percent. Reliance on more
expensive equity (or more expensive debt) asislikely to be necessary for merchant plants,
would drive the cost of capital even higher. Thus, the cost of capital for merchantsislikely to
be 50 percent higher than utility financed projects.

Contrary to the claims of some, utility finance did not produce inadequate supply. In
fact, if anything, the primary complaint against regulation was not that it resulted in too little
capacity, but that it resulted in too much.* Regulators, who took the job of keeping the lights
on very serioudly, tended to authorize the building of too much capacity.® Primarily concerned
with profit and not caring whether the lights go on, merchant generators are likely to build too
little and charge much more for what they do build.

STRIKING THE RIGHT BaLaNcE BETWEEN PuBLIc VALUES AND PRIVATE I NCENTIVES

Because public policy recognized that these industries are “ affected with the public
interest” almost from their inception a century ago, the United States devel oped auniquely
pragmatic approach that blended private and public interests. Unlike most other capitalist
countries, where state monopolies provided these services, we relied primarily on private
capital that was subject to direct oversight by state utility commissions. Utilities were granted
franchisesto serve in specific areas, which allowed them to finance projects with alow-cost,



long-term mix of debt and equity. In exchange, they shouldered public responsibilities like the
obligation to serve al comers on demand, a commitment to “keep the lights on” or ensure the
dial toneto ahigh level of reliability by building capacity, and a duty to interconnect on “just,

reasonabl e and nondiscriminatory rates, terms and conditions.”

“Public ownership” was used to meet specific needsin parts of the country where
private capital would not go and to provide a benchmark comparison between service areas. It
was kept close to the people through municipal or direct consumer ownership, which
prevented the growth of entrenched national bureaucracies. These segments of the industry,
which avoided being swept up in the deregulation frenzy, have fared much better than the rest
of theindustry.

This pragmatic, diverse approach exhibited inefficiencies. Nevertheless, the balance
between public and private was critical to ubiquitous, affordable, and reliable service. The
result was the best utility sector in human history.

While economic theory could find ways to make these utilities better, economic reality
proves the core characteristics are too powerful and important to fool with. Deregulation did
just that, imposing market transactions and encouraging competition where vertical integration
and cooperation are more efficient. The destabilizing effects of deregulation emerged first and
worst in the competitive electricity and telecommunications sectors because these utilities
require long-term perspectives and public obligations that areill-suited for the “ one size fits
none” commodity market structure that policy makersimposed on them in the 1990s. Policy
makers tried to force people to shop in the market for innovative utility products, when
reliable, affordable service was all they wanted and really needed. “ Deintegration” quickly
turned into disintegration because capital and commodity markets would not support the
public functions served by these industries.

Deregulation undermined the long-term perspective needed for funding and stability of
utilities, resulting in adramatic increase in the cost of capital. Both electricity and
telecommunications are “wires’ industries, dependent on public rights of way and use of
common resources (air, water, and airwaves). Deregul ation underestimated the need for
management of these public assets and bottleneck facilities. Deregulation let the lights go out
and removed the obligations to provide just, reasonabl e, and nondiscriminatory accessto vital
networks, imposing substantial disruption costs on the public. Deregulation short-circuited the
cooperation (seamless interconnection and smooth operation) necessary to run highly
complex, integrated networks, thus raising transaction costs. Deregulation has not produced
transparent, dependable sources of information, making it difficult to gather and share
information on network operations and conditions, making management arduous and less
efficient. In short, deregulation increased costs by raising the cost of capital, creating
excessive scarcity rents, increasing transaction costs, and increasing reserve reguirements.



Even the Cato I nstitute Finally Under stands Electricity: Cato has discovered that the grid
isapublic good. Ineconomic jargon, it provides the stage for acomedy of the commons. For
example, the alternating current (AC) grid isa*“commons.” %

Power added by any generator on an AC transmission system follows all paths but
favors those with least resistance rather than the shortest distance between generator
and customer. Thus, bilateral contracts between any willing seller and buyer of
electricity affect al other buyers and sellers within each interconnected system in
ways that are not captured by prices—the textbook definition of externality (6).

M oreover, transmission additions confer benefits across all generators and consumers
on the grid and thus have public good characteristics. The development of property
rights and prices that internalize those characteristicsis very difficult. (6)

Demand elasticity is extremely low.

Market forces, it was hoped, would introduce marginal-cost pricing and as a result
reduce peak demand, increase off-peak demand, and reduce the needless political
fighting (most notably, the eternal fight over more supply versus less demand) that
inevitably arisesin electricity markets because of the absence of prices asasignaling
device. (3).

Pricesin San Diego were free of al control from July 1999 though August 2000: a
doubling of pricesresulted in a demand reduction of 2.3 percent, an extremely

disappointing response.

Even though demand does respond to price, many observers have concluded that
demand responsiveness is too low, and, therefore, price spikes would be too high for
too long in atruly deregulated environment with tight supplies.

Cato has discovered the problem that utility assets create because of their long-term fixed
nature. The problem that resultsis one that frequently afflicts common pool resources, a
tragedy of the anti-commons:

[ITn an unregulated world, the relations between electric firms and consumers would
likely be governed by long-term contracts because the dedicated nature of electricity
assets implies that each side can “hold up” the other.

In short, the weakness of the private solution is the inability of investorsto capture
the full benefits of their investment. (7)

Administrative challenges strain the grid:

Although the blackout was not caused by market forces, it is likely that the increased
loads and flows across a transmission grid that has experienced little new investment
is causing greater stress upon the hardware, software, and human beings that are
critical components of the system. (4)



Supply-side scarcity rents are extremein thisindustry:

In unregulated electricity markets, then, marginal sources of electricity — such as high
cost generators typically in operation only during the peak-demand periods —would
need to earn at least anormal return. That implies that those facilities with lower
marginal costs whose supply is limited... would receive payments in excess of
marginal cost (and anormal return) in an unregulated market. (5)

If we are correct, this implies that gains to trade not occurring under the current
balkanized system are much smaller than many observers believe. Accordingly, the
fight between the old regime and a restructured regime (that is, the case for a
transmission-intense versus balkanized system) is a fight about wealth rather than
efficiency. (6)

The authors also discover political economy.

Thisiswhy low-cost states vigorously resist a national integrated electricity market —
it would alow their electricity to go to the highest bidder rather than to those who
happen to reside within an electric utility’s current service territory.

State decision makers understandably resist using ratepayer dollars to pay for
investments that will primarily help parties outside the state. (4)

DEREGULATION INCREASES THE DEMANDS ON THE TRANSMISSION NETWORK AND DECREASES THE
CapraciTy oF THE GRID

Given the characteristics of electricity, we have long doubted the benefits of
deregulation; these doubts apply with special forceto transmission. Investment in these
facilitiesis constrained by social concerns. Thereis no prospect of competition in
transmission and the physics of electron flows leave little room for market transactions to
improve on engineering decisions. That iswhy two major government studiesin the past
couple of years and one by the South Eastern Regulatory Utility Conference® have all reached
the same conclusion: there are few efficiency gainsto be made by creating regional
transmission organi zations.

Moreover, this analysis can be used to pinpoint numerous economic and operational
mechanisms through which electricity restructuring and deregulation increased pressures on
the nation’s el ectricity transmission network:

e A dramatic increase in the number and complexity of transactions, which the
system was not designed to support.

e Difficulties of coordination and planning as competition and contracts replace
vertically integrated operational and administrative decisions.

e Disincentivesto invest in transmission because the private interests of facility
owners conflict with the shared, public nature of the transmission grid and to



spend on maintenance because of profit pressures and the perceived
competitive disadvantage associated with spending on a system shared with
potential competitors.

e Increasing needs for excess capacity to cope with the market manipulation
problems that plague electricity markets and to dampen price spikes that result
from trying to treat electricity like acommodity.

e Failureto account for the social and environmental constraints on increasing
transmission capacity and provide aframework for comprehensive planning
that integrates alternative approaches, like energy efficiency and local
(distributed) generation (such as co-generation, etc.)

e Deregulation certainly does contribute to stress on the system, making
accidents more likely, more severe and more difficult to respond to.

I ncreasing the Number of Transactions: Creation of markets for electricity servicesleadsto
ahuge growth in the number of transactions conducted every day and creates heavy
administrative requirements.®* Over the past decade, the number of tradersincreased over
50-fold; the quantity of electricity traded increased several hundred times.® There were also
complications of financial and ownership relationships between entities which made
managing those transactions a difficult and costly task.®® A system operator requires significant
resources raising the total cost of operating the system, as those costs are included in the cost
of each transaction. The complexity of scheduling power delivery for multiple generators and
retailers also adds costs to the system.®

In addition to the administrative transaction costs and managerial functions are
facilities’ costs. Demands on network facilities increase as aresult of the wide range of
transactions taking place. Anincrease in the number of transactions requires costly
improvements to the transmission system in order to ensure reliability.

Reliance on financial relationships, rather than physical relationships, adds another
problem.®® Market participants have discovered that they cannot count on firm financial
transactions and that they are subject to what they perceive to be arbitrary declarations of
emergencies or contractually correct, but extremely disconcerting actions by merchants and
utilities.®

Increasing Difficulty Of Coordination: The critical coordination and integration functions
performed by vertically integrated, non-competitive firms that are essential to the operation of
the electricity grid become more difficult as utility serviceis de-integrated and competitive
transactions expand.* These functions are further undermined by breaking the industry into
competing component parts.

One of the central activities of electric utility monopoliesisto balance load — to
aggregate customers who use electricity at different times of the day or year. By bringing
together customers with dissimilar load patterns, utilities are able to use their facilities more



fully — to balance periods when some customers are off line with other customers who are on
line. Market participants do not have an incentive to cooperate. Under deregulation, sellers
and buyers seek the best deal for themselves and will not necessarily consider the needs of
balancing and coordination.** They may withhold capacity and misreport information.*? The
failure of the Federal Energy Regulatory Commission to investigate the price spikes of 1998,%
its belated recognition of the massive abusesin California,* and its inability to come to grips
with the problem,* not to mention the ongoing scandal in natural gas pricing, demonstrate the
folly of relying on after-the-fact investigations of abusive market transactions.

Moreover, the rules for allocating scarce transmission resources during times of stress
have not been worked out. 1n a competitive market, some entities gain by hoarding
transmission capacity—in other words, reserving more transmission capacity than is actually
needed to move that firm’'s power to end use customers. Asaresult, transmission markets
may appear more constrained to buyersthan they arein real physical terms.*” Thistype of
market-driven behavior, interacting with real, physical transmission constraints, makesit
difficult to determine the true physical condition of the transmission system.

Thus, we have a new market in which amultitude of complex transactions are being
made. One of the most important requirements for coping with this new market situation
would be good information. Unfortunately, such information is not available. Thereissimply
no centralized, reliable source of information. Information is much more difficult to gather for
system aggregators.®® What is more, the information available may be unreliable. Brokersand
facility owners, who seek to maximize profits and are the sources of information, may well
have interests that would be served by skewing information in one direction or another.*

After adecade of deregulation, the Federal Energy Regulatory Commission has yet to create
an information system for assessing the status of the grid or even the actual price of electricity
and natural gas being sold in the market.

Disincentivesto Invest: Policymakers compounded all of the problems by rushing ahead
with deregulation where transmission facilities were inadequate and not designed to support
the transactions that policy makers were stimulating. The problem of inadequate capacity was
immediately reflected in both the inability to move power between regions of the country and
the existence of load pockets within regions.® The inadequacy of transmission is pervasive
and widespread; policymakers were irresponsible to push deregulation ahead without first
ensuring there was adequate capacity.

It istrue that the problem became worse during the transition to deregulated markets as
anumber of factorsinteracted to create a disincentive to expand and maintain transmission
assets.S! Incumbent utilities, which were being stripped of their franchise territories, were
reluctant to invest in transmission facilities while the rules were uncertain, but thisis not
simply atransitional issue. Since expanding transmission capacity would facilitate
competition with electric utility merchants' own generation assets, it isnot in their best,
private interest, to do so. Merchantsin the electric utility industry do not have an interest in
building excess capacity and they bear none of the disruption costs if supply isinterrupted.
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Worse still, markets are sufficiently concentrated that gaming repeated auctionsisa
chronic problem.®? They make more when markets are tight and they have certainly shown in
Cdliforniathat they do not careif the lights go out.

I nadequate Incentive to Maintain Facilities. Facing greater pressure on their earnings, an
easy way for formerly regulated entities to maintain profits was to cut back on maintenance.
The tendency to scrimp on maintenance is not solely afunction of the transition, however.
Whenever competition isintroduced into utility industries, alowest common denominator
mentality takesover. Investmentsin public obligations, like system-wide maintenance, are
seen as imposing a competitive disadvantage so such activities go begging.>

In theory, in acompetitive market, poor service would induce customers to switch to
different suppliers. In practice, there has been little switching in electricity generation
markets, where competition was supposed to be the most intense. It isvery unlikely that there
will ever be competition in the transmission and distribution facilities over which
competitively generated electricity was supposed to flow. The notion that multiple sets of
electricity wireswill compete for customers or businessis fanciful at best. The burden of
inadequate service and poor quality falls on the public, which as consumers, has no choice.

Increasing Needsfor Increasingly Expensive Excess Capacity: Reserve margins and excess
capacity emerge as critically important factors for maintaining system reliability and for
disciplining market power. In arestructured industry, keeping the lights on involves two
problems, not one. Not only must the electrons be available, but the consumer must also be
ableto afford to flip the switch.

Provision for reserve margins is uncertain in a competitive market because the cost of
provision of reservesis unattractive to business interests, unless peak prices are extremely
high. Merchant generators also demand higher rates of return and shorter payback periods,
further increasing costs.> Consequently, electricity markets free of reserve planning and
coordination may be chronically tight or subject to extreme price instability.

Based on restructured market performance, reserve margins need to be well above
traditional levels of 15 to 20 percent and perhaps as much as 30 percent to prevent the abuse
of market power.> In addition to the normal operating reserve that the industry has required,
there must also be a competitive, or economic, reserve whose primary function isto restrain
pricing abuse and instability.

Social and Environmental Constraintson Transmission Capacity: The fundamental
problem with transmission is not inadequate economic incentives to invest;* the primary
problem is resistance to the building of additional transmission lines for environmental, health
and safety reasons. The socia cost of transmission facilitiesisfar greater than their economic
costs. For thisreason, scarcity of transmission in the economic senseislikely to bea
permanent part of the industry landscape.
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Moreover, the benefits of these shared transmission facilities that support the overall
network are difficult to align with costs. The problem is both geographic, determining which
benefits accrue to which areas, and intergenerational, recognizing that different parts of the
system may benefit differently from the same investment acrosstime. Today’s investment to
serve along distance transaction may be a core part of tomorrow’s system serving native
(local) load. The shared nature of the facilities makes it more difficult for private investorsto
recover their costs and to overcome the social resistance to the siting of facilities. The shared
nature of the facilities across jurisdictions makes it more difficult to reconcile competing
interests.

Such public investment is best carried out within the framework of a comprehensive
plan. Yet, integrated resource planning is harder to implement in the deregulated model, if itis
not abandoned altogether.

CoNCLUSION AND RECOMMENDATIONS

The New Deal lawsthat governed electricity and telecommunications for 60 years (the
Public Utility Holding Company Act (PUHCA) and the Federal Power Act) were heavily
criticized as out-dated in the 1980s and 1990s. Recent events make these laws look far more
reasonable.

PUHCA was designed to simplify ownership structure of electric utilities. Properly
implemented, PUHCA would require simplified structures, examine accounting practices,
review affiliate transactions, and restrict diversification by requiring direct functiona
rel ationships between activities.

The Federal Power Act enshrined the concept of just and reasonabl e rates based on
cost, rejecting the concept of allowing monopolies to charge whatever the market would bear
in the hope of inducing competition. It strove for universal service and focused incentives
within strictly defined lines of business, providing more than adequate returns to induce
investment in the provision of these basic necessities. It suppressed abuse and created a stable
investment environment.

Midled by the effectiveness of this|egidation, deregulation undervalued consumer and
investor protections as well as the importance of smoothing out boom and bust cycles.
Deregulators assumed that the correlation between the sharp increase in public interest
obligations codified by the New Deal legislation and the subsequent growth in these industries
was just a coincidence. However, thereis growing evidence that they were wrong.

The success of electrification and deployment of telecommunications was largely
accomplished in the half century after New Deal |egidlation established a national
commitment to universal service in these industries. The evidence does not stop there. Take a
look at the analysis published by the Cato Institute under the title The Greatest Century that
Ever Was. 25 Miraculous Trends of the Past 100 Years.®” If one looks closely at the figures,
the title should have been The Greatest Half-Century That Ever Was. How the 50 Year s after
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the New Deal Transformed America. If one looks at improvements in public health, education,
wealth, and welfare, it was the half-century after the New Deal that made the 20" Century the
American Century.

For the past decade, policy makers and regulatorsin Washington, D.C., and the
Northeast have spent alot of time trying to make the new electricity markets work. At the
same time, they have neglected to upgrade and maintain areliable electricity transport system.
Congress and the FERC should devote al of their energy to studying, strengthening and
managing the interstate transmission system —to promoting the public interest, not the profits
of merchant generators and transmission owners.

During the 1990s, stodgy “old economy” utilities, with their slow growing but secure,
dividend-paying stocks, were reviled on Wall Street in comparison to the “sexy” paper returns
of the dot-coms. Utility stocks reflected the economic environment that public policy had
created for them, one founded on the principle that the infrastructure building blocks for the
rest of the economy need stability and long-term commitments. Now that the bubble has burst,
investors will flock back to adull sector that offers a solid and stable total return provided that
public policy rediscoversthe principle that electricity and telecommunications are deeply
“affected with the public interest” and restores the bal ance between private incentives and
public interest in these industries. This analysis suggests that we need an explicit reorientation
to public values, not atweaking of rules governing private behavior in these sectors.

The failure to recognize the important role of the continuing monopoly in transmission
resulted in the under-regulation of the wires segments of theindustry. Thisis ahighway
system, not a market. It constitutes an essential, bottleneck facility with virtually no
redundancy and is never likely to support head-to-head competition. Proposalsto let the
marketplace solve the wires problem will not succeed, given the market power that the wire
“owner” would possess and the non-market barriers to expanding capacity. Profit
maximization on the transmission system would only result in the abuse of market power and
the creation of artificial scarcity rents. “ Getting the prices right” from a monopolist’s point of
view for abottleneck resource like transmission in acritical infrastructure network industry
like electricity is not the answer to the problem of maximizing societal welfare.

Congress and FERC are headed in the wrong direction. Consumer Federation of
Americaand Consumers Union recommend:

e Congress should not repeal the Public Utility Holding Company Act.

e Congress should pare back the Electricity Title of the Energy Bill to areliability-only
title. Both the physical and institutional infrastructure of the industry needs careful
study and consideration.

e Congress should require a comprehensive survey of the national grid, since such a
survey has not been conducted in forty years. It should identify the upgradesthat are
necessary for reliability and those whose primary purposeis to expand transactions.
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e Congress should study the question of how best to establish standards and regulatory
oversight over privately owned transmission lines. Voluntary self-regulation has been
uneven and inadequate. Mandatory self-regulation is little better. More public
oversight is necessary.

e Congress should examine new institutions that can reconcile the interests of the states
and include representation of consumer interests. FERC’s proposal for regional, quasi-
voluntary institutions of nebulous authority and ill-defined rights and responsibilitiesis
not a solution.

e Congress should require aframework for comprehensive planning that considers all
aternatives. It should get serious about energy efficiency. It could also give aboost to
local (distributed) generation, which has the double benefit of adding generation
resources to the system while not using the long distance transmission lines, whose
failure triggered the recent black out.

e FERC should abandon its Standard Market Design.

| appreciate the opportunity to appear today and ook forward to working with the
Congress to fashion an electricity policy the serves the public interest.
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